eg eg age 


AMORTIZATION OF EMERGENCY FACILITIES 


DISSERTATION 


Presented in Partial Fulfillment of the Requirements 
for the Degree of Doctor of Philosophy in the 
Graduate School of The Ohio State 
University 


By 


FRED JACK MUELLER, Be Se, Me Ao 


The Ohio State University 
1956 


Approved bys 





Department of Business 
Organization 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 





ACKNOWLEDGIENTS 


| Acknowladgment is made with grateful appreciation to those 
who have assisted in many ways to make possible this doctoral 
dissertation. I am espscially indebted to my adviser, Dr. Henry E. 
Hoagland, who assistad graatly in theo development of this studye 
! Also I wish to aeclmowledge my gratitude to the represantatives 
of the following companies: 
Tha United States Steal Corporation 
The Republic Steel Corporation 
The Jones & Laughlin Steel Corporation 
Tas Youngstown Sheet and Taube Company 
Pinally, «9 deep oblicatiocn is felt toward my wife, Joy, with 
| out whose help and understanding this dissertation end doctoral 
degres would never have been possible. 
red Jack Mueller 


August 10, 1956 
Columbus, Ohis 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 


TABLE OF CONTENTS 


CHAPTER PAGE 


I INTRODUCTION * e ° « ° . ° °° ° e e e ° e e . * * . 1 
Ownership of Emergency Facilities. . . 1. « « » © « 1 
Purpose of the Study. . 2. « « © 6 © 2 6 6 © «© « 9 


IJ CONCEPTS OF NORMAL DEPRECIATION. « 2. © 6 6 «© «© © © » 2 
Factors Causing Depreciation « . + « » « « © «© » © 14 
Purposes and Significance. . 2. 2 . 2-2. 6 2. 2 se 16 
Apportionment of Depreciation. . 2. . 2. 2. « « » - - 19 
Tit RAPID AMORTIZATION PRIGR TO 1950. 2. 2. 2 © 2 2 © ew ee) 86 

Amortization of Emergency Facilities in 
World War IT, 2 6 0 6 6 ee 6 ee ee me ee ee) «6G 

Amortization of Emergency Facilities in 
Worlc War Ile 2. 6 «© e ee eee wt te ew thw CF 

Accelerated Depreciation Not Involving Tax 

Benefits. 2. 2 6 ee we ew ee tee ee we we hte 4S 
Iv THE KORGAN WAR RAPID AMORTIZATICN FROGRAM « « « « « « 51 
Administration of the Program. . 2. 2 «6 6 «© «© « « » 55 
Extent of Us@, « 6 «© « « «© © © © © © © @ © wo © eo e) 88 
How Repic Amortization Operatas, . 2. 2. 1. - 6 « »« +» 70 
Non=-production Uses for Ravic Amortization 1... . 79 
Consressional Investirvationg. 26 « 2. 1 2 8 © «2 e) 86 
Vv THE ERPECTS OF RAPID AMORTIZATION. «© © + «© 5 « « « + 89 
The Effect on the Individual Company. . 2... «6 « 90 
The Effect on the General Economy. « . « 2» + - « « 103 
VI EAPANSICN IN THRE STEEL INDUSTRY. . 2. 2 2 2 «2 6 « 6 »« 128 
Further Expsrision Needed for Korean War .« . . «+ « 129 
The Effeet of Rapid Amortization. .« . 2. 2 « « « » 137 
Expansion Since 1954. 2 6 « 5 2 © © s © 2 oe © ew ew 146 
Vil THE TREASURY AND RAPT) AMORTIZATION, . 2 2. -« 2 » « » lbl 
Position of the Treasury Department . . .. . . « 1&2 
New Rules on Deprecistion. .« . . 2 6 © «© «© « «© e © 162 
VTi BVALUATTION AND CONCIUSTOMS , 2. 6 6 6 6 6 ee oe ew ew we ww NTA 


Evaiustion of the Program. 2. 2 2. 2 6 2 © © oe © 2 « 148 
(ON GLUR SON S32 Se eh fee be Se ak es ee a ee a 


BIBLIOGRAPHY 6. ee eit See te ee a ee es ow CBE 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 


Fer eg! EE ee eS 


TABLE 


1 


on 


ee) 


Anortization of Emergency Facilities 
Allowances for World War Ie . 6 «1 2 2 © ee ee 


Amortization of Emergency Facilities 
Worla War Ile .- @© » 29 » ss «© 2 @ . 2 9 © * * © @ © 
Govermnent Expenditures for Emergeney Facilities 


oar] 
Worle War tT a * « « * * s * * ” * 4 . * e e * e 2 


Open Expansion Goals - 4 © # @ > & »& + + = @ @ s 2 «@ 


Disposition of Tax Amortization Applicatiuns 
October 30, 3950 through December 26, 1955. .. . 


Certificates of Necessity Granted, Cetcber 20, 19£0 
Ghrough December 28, 1955 = Geographic Distr, 
bution <€ 2 « . . e * . . ° ° > & » . C) . 7 ? 6 . e 


Cartificates ¢f Necessity Gpanted, Ootober 320, 1950 


through December 22, 1955 ~ Distribution by 
Major tndnstriss * ¢ ee © e@ @© © © © » & © © £ &© 8 4 


Bt 3 


Bifect of Hapid Ameo. hizebion on Tax Collesticns 
ae the ba Pes of the Assets e  € & &€ 8 & & & & & @ 


Gornpanies Gpautbed Additional Allowances for 


Locating Faciiitios in Labor Surplus Arsag. 2 . 5 
The Lifect on Cash Tesition of Rapid Amortization, » 
Business Expenditures on New Flent end LDquipmant. + 


founds Carhified Lox Rapid Amortization. -« 5 + » .» 


Sources and Uses of Corporate Funds. . . « © © 5 2» » 


Selected Beoneombe Lidisceturs. .« 2 2 8 2 ee 8 » te 


Trcerned ond Lochermal Senress of Funds. , . + « «a s 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 


Page 


71 


ik — aia 


TABLE 


1é 


i¢ 


LIST OF TABLES (continued) 


Fege 


Number of Certificates Issued to Small Business 
Compared with Total Number of Certificates 
Issued (as of September 30, 1954). . . 6 « » « o© 123 


Capacity for Steel Ipgot Froduotion at the End of 
Hach Years © < «6 ¢ ® e « « 


e . « . @ « . cy 6 ° e 12 5 


Growth of the First Fifteen Companies RNenked 
Aecerding to 1954 Ingot Capacitye-194G-1%84, 4. . 14) 


Percentage of Sheek Ingot Capacity, First Ten 
Companies. « 5» 6 + « « « «GM. ss wp» » SOD 2 142 


Estimates ef Fubure Steal Needss. 2. 6 6 + 2 © ee 148 
ot of Rapid Amortization Based on Certificates 

of Necessity Toteling 430,621 million Issued 

Through June 29, 1956, * © »¥ 2» © © @© © © © @ @ @ 154 


Effect of Rapid Amortization by Fiscal Years. . . . 156 


Veg CEE gb a Lue. BY wee ged Lee ~ ay oo - + ri i ee, oe 
The OFfeot ef Rapid Amertisstion or the Fublic 


Dott: » Gi. « pry. ss aw 





“ee 
* © © © & 8 -« . eo 4 @& ZEG 


Declining Balances Method, > *® & @ © © 8 2° ff os 0 4 16E 
Sum-ofethoerranrs =~ i gLta M ethed a @# ss es % 8 > 3s @& # 8& 16 7 


Curuletive Fercentaves of Cost Written-cff Under 
Four Deprecietion Metheds. . 6 « 1 «© + » + @ 6 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 


CHAPTER I 
INTRODUCTION 


The outbreak of a war or a major defense emergency always 
creates an urgent demand for tho expansion of productive factlities 
far beyond the levels required to meet peacetime needs, The goal of 
such expansion is to inorsase the capacity for military produsts, 
but it is impossible to reach this goal without a coincidental sxpane 
Bion of many other typss of capacity. In modem warfare, moreover, 
4% is difficult to distinguish between what is war material and what 
is striotly civilian material, The inevitable result is an expan- 
sion program of tremendous range and diversity. 

Sush & program necessarily raises many problems which mast be 
surmounted if the gonls are to ba accomplished. Much of the capacity 
created may have no use in a peacetime ecenomy, Much mora may be in 
excess of the needs of the esonony at the ond of the emergency, Many 
times the objectives of the program will be lost from visow in the 
struggle among the various interests involved. Finally, the problem 


of who will build and own the expanded facilities must be solvads 


Ownership of Emer gency Facilities 


This question almost always arises with auch a program: What 


part of the expanded sapsasity should be owned by the federal govera= 


a 
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ment and what part should be owned by private enterprise? The 
answer is not easy for there are many factors to consider. Iu sone 
countriss, the question would not be important but the general idea 
of government ownership in areas customarily reserved for private 
enterprise has almost always been repugnant in the United States. 
Probably the most important faotor to consider is the pros- 
pective post-emergency use of the new facilities. In a general war 
emergency expansion program the various projects would cover the 
entire economic spectrum. Some would be highly specialized and 
designed for the production of purely military items. denen: though 
designed for military production originally, could be converted to 
the production of civilian type goods. Still others would be in areas 


representing normal commercial type capacity from the very beginninge 


Criteria for government ownershipe As a general rule, subject 
to exceptions, government ownership would be indicated in any ares 
of highly specialized capacity designed for purely military products 
whioh cannot be converted to peacetime uses. In addition, there 
would be other circumstances requiring some, if not all, governmental 
ommerships (1) where the needed expansion is far in exeess of a 
normal peacetime economy; (2) wheres the expanded capacity is intended 
to be held in a non-operating “stockpile” or “stand-by” reserve at 
the end of the emergency; and (3) where private gaterpriss is unable 


or unwilling, with reasonable incentive, to undertake the project. 
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Conversely, the above oriteria presumes other circumstances 
that would indicate ownership by private industry. Private omere- 
ship is generally indicated: (1) where the new capacity, though 
designed for producing military items, may be converted to civilian 
production at a reasonable sost; (2) where expansion is in areas 
representing ordinary commercial capacity, provided the sxpansion 
does not supply capacity far in exoess of that required by poate 
emergency needs; and (3) where the incraased capacity must necessarily 


be mixed with other privately owed capasitye. 


Government ownership in the past. It is interssting to 

examine the role of the government in the three major defense build= 
ups of the present century. There are no adequate statistiss availe 
able for World Wer I. However, judging from the relatively amall 
amounts of amortization granted to private induatry to eover losses on 
emergency facilities, it appears thet the govermment provided over 
half of all emergency facilities constructed.” During Worid War II, 
the government spent roughly three times as much as private industry 


for omergency facilities. In the Korean emergency, the government 





leeorge ferborgh, Amortization of Defense Facilities (Chicago: 
Machinery and Allied Products Institute, 1952), p. ia 


Ue Se, Congress, Senate, Report of the S$ eial Committess to 
Investigate the Bureau of Internal Revenue, é3th Cong;, 1926, 
Report Noo 27, Vol. I, de ° 


WEB Facilities Branch, Facilities Financed with Public Funds to 
June, 1945 (Washington: WPB, August 51, 1945), po 12. 
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was a heavy buyer of certain types of facilities, particulerly machine 
tools, but confined most of its plant construction to the fields of 
airplane fabrication and atomis energy. It is expected that this 


restriction of construction aotivity will continue. 


Disadvantages of government ommershipe There would be many 


complaints, espscially in a “cold-war" emergency, if the government 
were to engage in widespread construction and manufacturing. Con= 
struotion by the government and leasing the facilities to private 
industry is, in general, highly unsatisfactory and inefficient. 
However, the major disadvantage is confronted in the disposal problem 
which has followed every emoergencyes 

Experience indicates that the sale of government property is a 
lengthy and tedious process. Moreover, conversion is a timo-sonsuning 
process complicated by the delay in conversion because, until future 
omership is established, no advance plamning is done. This results 
in a loss of the productive capacity to the economy. 

Ths losses through disposal are often considerable. The 
government iz seldum in a strong bargaining position. Many of the 
expanded facilities are not independent, self-sontained production 
unite, but are entirely, or in part, a portion of an integrated opera= 
tion with the remainder privately amed. Also, political implications, 
legal restraints, sconomis consequences, and interested "pressure" 
groups complicate the bargaining position, If past experience san 
serve &8 a guide, the government's probable realization from the post= 


emergency sale of productive facilities is very low. The record 
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suggests that the government should expect to recover only about one 
quarter of the cost of the facilities at the time of disposal. This 
says nothing of the actual sosts involved in disposal, which can be 
very substantiale* 
The above, which doos not include cost of managing and 

operating the facilities, results in an increased burden on the tax- 
payer, and gives some indication of what the goverament ¢ ould afford 
to pay private industry to own tho fmoilities and still result in 
considerable savings. It may be concluded that government ownership 
of productive facilities destined for private ownership after the 
emergency is generally uneconomicale Therefore, svery measure should 
be explored and possibly employed to induce private investment in 


those facilities from the very beginnings 


Motivation needed to attract capital. Thers san be little 
doubt that American industry has responded quiskly in the past to 
the demands of a “shooting=-war" emergencye However, in future 
defense emergencies, it will no longer be possible to wait until the 
shooting starts to canmences the economic mobilization. Instead it 
ia nesesaary to provide the productive capacity in edvance of its 
anticipated utilization. Many times in past emergencies industry 


hae forgotten profits and even total return of coats in the desira to 





ne 


*peatimony of Jess Larson, WAA Administrator, before the Senate 
Committee on Banking and Currensy, Hearings on the Defense Production 
Act Amendments of 1951, pe 2086 
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be of service, but this must be recognized as the result of extra- 
ordinary oclroumstances. Profits rather than patriotism normally 
provide the incentive to invest. 

The businessman compares expected revenues with the required 
investment. If the revenues are sufficient to recover the investment 
and to give a rate of profit suitable for the risks involved, the 
investment will be made. Without this expectation of adequate 
revenues the investment will not be made either in a peacetime economy 


or as a part of a defense build-upe 


Special risks in emergency facilities. Three classes of 
emergency facilities were mentioned earlier as being particularly 
appropriate for private ownership: (1) where the new capacity may 
be converted to peacetime production; (2) expanded ordinary commercial 
capacity; and (3) where the increased capacity must be mixed with 
other privately omed capacitye These groups are characterized by 
special investment risks, and the attractiveness of the investment 
will depend on the ability of private industry to meet these viskse 
it must be emphasized that these special risks are not caused by 
private ownership but are inherent in the nature of the facilities 
themselves, The risks are present even under governmental ownership 
except that the government 1s not faced with the necessity of having 
a self-liquidating and profit-making project or of going out of 


businesse 
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The special risks in specialized Pacilities for producing 
military items, but which are convertible to peacetime uses, are 
considered first. The first risk is the uncertainty of the duration 
of the emergenoy itself. There is also no oertainty, because of the 
effect of technological change on military needs and productive 
facilities, that the facility can be used throughout the period of 
the emergency. Any shift in military needs might abruptly leave the 
producer high and dry without an opportunity ta recover his investe 
mente This gamble is diminished sonewhat if the facility has high 
convertible value, but even then the investor is confronted with a 
maze of uncertainties. The time of availability for conversion is 
uncertain; the general state of the esonomy at the time of conversion 
is uncertains the cost of conversion is but an estimate as also would 
be the cost of alternative new fasilities or the comparative 
efficiency of a converted plant vs. a new plant. 

It would seem, at first glance, that thess problems would not 
affect an investment to sxpand facilitiss for the production of 
ordinary articles of commerce. Howsver, the answer is again not 
that simple, There would be no conversion problems it is true, but 
the danger of overcapacity is very real. This sxpension is not for 
proapestive needs of a normal eoonomye If it were, the expansion 
would be normal and would be performed without the need for prompting 


from the government e 
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The same risks accompany the third groupe In addition 
there are those additions to capacity which are designed for purely 
military products and lack conversion possibilities. The revenues 
from emergency orders alone must be sufficient to recover cost if 


not to produce = profit. 


Ways to attract private capitale Since the ownership of 
emergency facilities entails exceptional risk, some kind of spesisl 
protection will be required if private investment in adequate amounts 
is to be forthsoming. Markets guaranteed by the government so as to 
assure recovery of the investment and a fair profit would attract 
private capital, However, to have the government saesume this role 
would nullify many of the advantages of private investment. 

The other altemative is to provide some method whereby the 
{investment sould be resoversd quickly out of revenues produced during 
the emergency. The investment in emergency facilities is even less 
inviting when high taxes syphon off 52 per cent and more of sorporation 
profits, The high taxes are particularly discouraging when the total 
amount of profit cannot be determined until the investment has been 
recovered and there is denger that the investment may never be 
recovered. 

One device used during World War II provided for the install- 
ment purchase by the government of facilities privately acquired with 
the title passing to the government on the completion of payments 


Another devises consisted of inserting in the supply contracts with the 
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government provisions for the full amortization of the facilities 

from the proceeds of the contract (contract termination agreements )e 
The third type ef protection is the acceleration of tax-free capital 
recovery allowances. This device has been used in one form or 
another during each of the major defense build-ups of the century. 
Since this type of protective device has been the one most frequently 
employed in the present emergenoy, nothing further will be said of the 


others 


Purpose of the Study 


This study intends to examine the operations and the effeots 
of the tax-free capital recovery allowance program to determine if 
the program has been successful in mesting its objectives, and if it 


should be continued, expanded, or discontinued. 


Definition of the terms The tax-free capital recovery allow= 
anes program has been referred to in many terms, namely: amortization 
of emergency facilities, rapid tax-amortization, rapid amortization, 
accelerated depreciation, Past depresiation, certificate of necessity 
program, and the more graphic term "fast write-off." Amortization 
of emergency facilities is the most appropriate title for the program, 
but when it is more convenient rapid amortization or fast write-off 
will be used throughout the studyo 

Rapid amortization refers to the writing-off of eligible 


capital investments over a period of five years for tax purposes 
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instead of over normal service life of the facilities. The taxpayer 
may, however, elect to change to normal depresiation rates before 
the end of the five-year period. The right to use rapid amortizae 
tion is provided under Section 168 of the Internal Revenue Code of 
1954. 


Organization and ssope. This study is divided into four major 
phaseso 

The concepts of normal depreciation are reviewed in the first 
phase. Rapid amortization is not granted in addition to normal 
depreciation, but is used in lieu of the longer period, Therefore, 
to better understand the effects of rapid amortization, it is neoces@- 
sary to understand the meaning, purpose, significance, and mechanios 
of normal depreciation. 

The seoond phase recognizes the fact that, while personal 
experience may be the best teacher, much useful information may be 
gieamed from what has gone before. The principle of rapid amortizae 
tion is mot new, although the techniques used may be. Chapter III ise 
devoted toa brief history of previous programs. 

The program initiated during the Korean emergenoy, its objece= 
tives and means of implementation, is examined in the third phase. 
The period of time covered by this study is from 1950 through 1955. 

The final phase analyses the effects the present (Korean) 
rapid emortization program has had on the economye A study involving 


every expansion goal set by the certifying authorities (there have 
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been 228 goals established to date) would be prohibitive from the 
standpoint of time and space, therefore, the steel industry has been 
selected as an appropriate industry through which to study the effect 
of the program. It is acknowledged that the steel industry, or any 
other single industry, may not be truly representative of the American 
economy; but the general effects and problems would be essentially 


the seme for all industries. 
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CHAPTER II 


CONCEPTS OF NORMAL DEPRECIATION 


The time ultimately comes when plant and equipment items, 
other than land, can no longer be used economically by a business 
and must be retired. This time may be postponed by the manner of 
use, maintenance, or care, but can never bes prevented. A decline in 
the walue of the asset marks the progress toward retirement. The 
costs that are identified with the deoline in value of such assets 
mist be allocated to those psriods that benefit from the asset's use 
if the profite for the period are to be reasonably accurate. This 
allocation is depreciation, and has long been accepted in accounting 
and economic theory. 

Unfortunately, value is a word with many meanings and the lack 
of a precise meaning has led to differenses as to the meaning and pure 


poss of depreciation. 


Depreciation to the accountants The ascountent assigns 4 
relatively narrow meaning to deprestation. It refers only to the 
diminishing of the book value of buildings or equipment. This value 
4a normally accepted as being only 4nvested cost, and therefore, 
depreciation is the accounting for the consumption or the wasting of 
invested capital. This meaning is consistent with the financiele 
condition or goimg-concsern approach to depreciation, an ingenious 


invention to attempt to explain and justify the obvious fact that book 


ae, ae 
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values are often not even close to the market value of the property. 
The going-concern value is equivalent to the unamortized cost end 
disregards the effect of changes in market value. The emphasis is on 


the apportioning of the cost of facilities and not on the ultimate 


need for replecoments 


Depreciation to the economist. The economist is concerned with 
the nature and cost of the future replacements nesessary to enable 
the business to preserve intact the earning power of its instruneuts 
of production. It is replecement rather than original cost which is 
alone ei gificants. To accomplish the sconomist’s purposs, depresis< 
tion must necessarily consider the changing price levels, changing 
technology, and changing competitive position of the firm in addition 
to the facters considered by the ascountant. The smount to be 
deducted fren revenues over the life of the property should be equal 
to the cost of replecement. The emphasise is thus on the integrity of 


productive capital and not on dollar cepital. 


Depreciation to the businessman. The businessman ia often 
willing to accept any and many meanings of depreciation, The business 


executive recognizes the fect that replecement expenditures in the 








Cari T. Devine, Handbook of Modern Accountin Theory, Morton 
Backer editor (New York: Prentice-Hall, 1966), pe 333. 


2 
Arthur Stone Dewing, The Financial Policy of Corporations (New 
York: Ronald Press, 1958), I, pe 5465 
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future are uncertain, but at the same time feels that each accounting 
period should bear its proportional share of the cost of replecing 
existing equipment with new property. For him the going-concern 
concept is the concept of a business concern with a life span in 
excess of that of the existing physical assets. 

It ie netural that the busineseman tends to’ judge most 
transactions from the viewpoint of their effect on profits. Thus, it 
is not unusual for some businessmen to view depreviation es being 
directiy related to revenues<-an extention of matching costs with 
revenues--and to tie the expiration of plant facilities directly to 
the volume of the revenue stream produced, The usual result is that 
depreciation is taken, or not taken, almost at will.” Also, the 
deductilbija feature of depreciation for income tex purposes is given 
the greatest emphasis. Any concept, or method, cf depreciation which 


would maximize this dedusction--in the long run--will meet with favore 


Factors Causing De prec jation 


The principal cenditions which limit the economic life of 


4 
productive facilities are thereby cause depreciation ares 





3 
DeVine, Handbook of Modern Accounting Theory, po 5496 


4 
Wilifem Paton (ed.), Accountant's Handbook (Srd sdition, New 
York: Ronald Press, 1947), po 720e 
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1. Ordinary "wear and tear" in use. 

2. Unusual deterioration or damage. 

3. Exhaustion. 

4. Limited possibility of use. 

5. Inadequacye 

6. Obsolescences 

7. Cessation of demand. 

Physical causese The first three of the above factors are 
sometimes referred to as the physical causes of depreciation, and 
affect the physical status of the assets. They refer to all deterio~ 


ration due to use, exposure, damage, age, and destruction which results 


in the loss of productive powers, 


Functional causes. The last three factors are the functional 
causes of depreciation that reflect declines in value due to economic 
conditions. This decline may or may not parallel the decline due to 
physical wearing out. The fifth and sixth factors embrace the effect 
of changing methods of operations, inventions, and technical dcevelop= 
ments which make the assets unsuitable for continued service. These 
have been major factors bringing about the retirement of many types 
of buildings end equipment. The seventh factor, esssation of demand, 
refers to the falling off in the market's demand for e particular 


producte 


Limited possibility of use. The fourth factor is not readily 
attached to either of the above groups. It refers to a condition 
recognized at the outset as inherent to the situation. The condi-= 
tion ig something external to the physical character of the asset 


jtselfe Typical examples of this are improvements erected by a lessee 
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and specialized war facilities, The lessee depreciates fully the 
assets erected on leased land over the period of the lease if the 
physical life of the assets exceeds the period of the lease, 
Specialized war facilities are depreciated over the estimated duration 
of the war emergency although the facilities may be in usable condition 


et the end of the ener gency .° 


Purposes and Significance 


Purposes of depreciation. The primary purpose of depreciation 
is the systematic assignment of the cost of plant facilities to 
operations, and its principal objective the more realistic portreyal 
of profits. The secondary purpose is to show the amount of unamortized 
cost remaining to be absorbed by future operations. 

There is a very common tendency to sonsider the primary purpose 
of depreciation t: be a means to finance replacements; to provide a 
fund with which to replace plant assets. There ig no intention on 
the part of this writer to underestimate the importance of replecement 
funds; however, this is a function of the general financial manage- 
ment, not of depreciation. Revenues provide the funds. Depreciation 
charges those revenues with the cost of plant services used up in ths 
production of those revenues. The management may elect to hold the 


dedusted amounts es a fund designed te replace the assets used up, 





§ 
Ibid., ppe 720-23, 
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but, as 15 more commonly the case, the money is reinvested in other 
assets. During inflationery periods the inadequacy of depreciation 


allowances to provide replacement funds becomes a matter of serious 


concerme 


Significance of depreciation. The depreciation deduction does 





not differ, fundamentally, from any other operating expense. To 
carry on its activities the business concern requires the services 
of a plent as weil as current labor and materials, There has been a ; 
tendency among cerporate managements to quote profits before depre- 

ciation. In the income statements of these companies depreciation 

seems to be an optional charge--something to be taken or not taken== 

which assujps importance only if the profits are large enough.e To 

exclude depreciation merely because it does not involve an out-of} 

the-pocket cost seems as illogical as to ignore the expense invoived 

if a worker is paid his salary in advance of the services rendered. 

It might well be that the principal significance of depreciation is 

the recognition of it as a cost of doing business. Profits stated 

before an adequate provision is made for the recovery of capital 

invested in plant facilities is an illusion. On the other hand, 


4f too great a charge is made, the profits for that pericd have been 


andaravetea.” 


6 
William A. Paton, Advanced Accounting (New York: MacMillien, 
1947), Pe Tele 
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Of secondary significance is the effect of depreciation on 
the statement of financial position. Depreciation is reflected in 
the role of a valuation accounts; a method of showing what invested 
sosts have not yet been amortized. This unamortized cost may not 
be the same as the market value of the assets reported. 

Occasionally one encounters the statement that, under certain 
ciroumstances, dividends are paid from the Provision for Depreciations 
Such as statement is technically faise and entirely misleading. 
Sometimes, in periods of low profits, dividends may be paid in exe 
cess of current earnings, but surplus is appropristed for the divi- 
dends which are paid in sash. This cash normally is draw from 
current receipts in excess of ourrent expenditures, and a part of 
such cash mey be interpreted as representing the amount of plant 
cost recovered during the pericd. The Prevision for Depreciation, 
however, has not been affected by the dividend action. 

The use of depreciation ascounting tends to induce a more 
conservative dividend policy, although there may be cases where 
dividends are paid when the company is experiencing operating losses. 
In this way funds tend to be retained in the business which other- 
wise might be disbursed as income with a resulting impairment of 
produetive capital, The accumuletion of surplus could accemplish the 
game thing, but surplus represents a legel basis for dividends. This 
effect is not peculiar to depreciation; all sosts are in the same 


position in this connection. Any neglect of an expense results in an 
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overstatement of income and therefore encourages distribution of 


capital to the stockholders ar 


Apportionment of Depreciation 


In a going-concern there is no such thing as a loss of 
capital. The entire cost of a depreciable asset must be inoluded in 
the cost of preduction during its useful life. The difficulty arises 
in accepting or devising a method of apportioning the coste 

A building or a machine is normally used in its entirety to 
give off a series of services throughout its useful life. The 
physical condition of the asset ia affected by this use, but no part 
of the material lost is embodied in the product produced. It is this 
characteristic of depreciable assets which makes their treatment and 


valuation so difficult. 


Seleotion of the depreciable unit. Two extreme views of the 
depreciable unit are found in practices (1) the depreciable unit 
is the plant as a whole, and (2) each element of the plant which is 
subject to separate renewal should be separately depreciated. Some= 
where between these two extremes is a workable procedure for every 
situation. The plant must be divided into main classifications which 


ean be expected to be renewed separately and which represent a sub= 





Traton, Accountant's Handbook, pe 749. 
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